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Introduction 


URING the year 1932 accountants had many discussions 

among themselves regarding unusual situations that 
arose due to the prolonged business depression. Questions as 
to writing off plant assets that were no longer useful to the 
business, of writing down asset accounts to more reasonable 
values and the manner of doing so—and also the matter of 
the effect thereof on depreciation charges — and whether such 
procedure was good or bad business, sound economics, per- 
missible, sound or desirable from the standpoint of account- 
ing, became, as the year drew to a close, a practical matter to 
be dealt with rather than theoretical subjects to be merely 
discussed. 


There was no one who attempted to deny that business 
was in an abnormal condition and that consequently extraor- 
dinary or abnormal losses were occurring. With wheat, cot- 
ton and copper and other commodities at the lowest prices in 
decades, with business volume cut in half, with banks failing 
right and left, with debtors unable to pay their bills and 
creditors unable to collect, it would require a person of pe- 
culiar temperament to ask “Is this year abnormal or were the 
other years abnormal?” 


The financial history had to be written and accountants 
had to face the problems of doing so in such a manner that 
the treatment of the transactions in the records would be 
intelligible and based on sound accounting and economic 
principles. The problems were mainly those of reflecting 
losses in operating statements and in balance sheets — losses 
largely arising out of the abnormal times, due to violent 
changes in price level, to disjointed international finances and 
to fear psychology. Should these be distinguished from ordi- 
nary business losses, and if so, how? 
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When the committee on practice procedure was asked to 
present a program for the November meeting it seemed ap- 
propriate that the views which had been expressed in private 
should be given for the benefit of the entire membership of 
the Society. From the membership of the committee Walter 
A. Staub and William H. Bell were chosen to present the 
main papers. Their views do not constitute pronouncements 
of the committee,—but, when carefully considered thoughts 
are given expression by leaders in the profession they are 
worthy of our appreciation and our most serious 2ttention. 


A. S. Feppe, Chairman, 


Committee on Practice Procedure. 
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The Disposition in the Accounts 


of Abnormal Losses 
By Water A. Straus, C. P. 


of LYBRAND, ROSS BROS. & MONTGOMERY 


HAVE been asked to present the various aspects of the 
problem indicated by the title of this paper in its applica- 
tion to the following classes of losses: 


(a) Losses which cannot be recovered. 
(b) Losses representing shrinkage in value of working as- 
sets which may possibly be offset by later appreciation. 


(c) Losses in values of fixed assets. 


Losses which cannot be recovered would include, among 
others, the following: 


Losses on balances in failed banks, which may be said to 
be “abnormal” because of the panic of the past several 
years during which banks in an unusually large number 
have closed their doors. 

Losses of unusual amount on receivables because of the 
abnormal business conditions of the past several years. 

Losses on sales of securities acquired prior to the crash of 
October, 1929 (or in some instances at even later dates) 
and sold after a lower price level had come into force. 

Losses on sales of plant and similar fixed assets which had 
been acquired at higher price levels than obtained when 
they were sold. 

Realized losses as a result of extraordinary foreign ex- 
change fluctuations. 


Losses representing shrinkage in value of working assets 
which may possibly be offset by later appreciation would in- 
clude principally the following: 


Fall in value of inventories, whether raw materials or 
finished goods, due not to changes in style, condition, 
usefulness or the ordinary price fluctuations within a 
moderate range in normal times, but to the extraordinary 
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decline in commodity prices, which has been continuing y 
with little interruption during the past three years; in 
other words, shrinkage in value of inventories due to a 
radical change in the price level before they can be dis- 
posed of and which shrinkage may be recovered, at least 
in part, if there should be a sudden and radical rise in 
the price level. 


Losses on merchandise commitments may also be consid- 
ered as coming within this class of losses, as they are 
controlled by the same principle as merchandise inven- 
tories which have declined in value but the loss on which 
has not yet been finally realized through sale of the y 
goods. 


Fall in the value of securities such as those owned by so- 
called investment trusts, which were acquired during a 
period when a much higher price level reigned than at 
the date of the balance sheet, but which securities have 
not been sold, and in which some rise in price may even- 
tually occur. 


Note: Securities owned by investment trusts, more 
particularly those of the management type, are 
classified here under “working assets” because in 
substance they are that rather than “fixed assets”. y 
The announcements of the management trusts in 
their prospectuses almost uniformly indicated that 
trading in the securities was expected to be more 
productive of profits than the receipt of dividends 
and interest from the continued ownership of the 
same securities over any extended period of time. 


Decline in dollar value of current assets in foreign coun- 
tries as a result of extraordinary foreign exchange fluc- 


tuations. 


Losses in value of fixed assets would relate primarily to 
the reduction in value of land, buildings and equipment used 
in manufacturing and mercantile enterprises, resulting from 
the radical drop in the price level during the past several 
years, rather than from their use in the business. 


4 
I 


Among the questions to be considered with respect to each 
of the three classes of abnormal losses named are the follow- 
ing: 

1. Is there any difference in principle between normal 
or abnormal losses, and, if so, in what does the difference 
consist? 

2. To which of the following accounts shall the losses 
be charged: 

(a) the income account of the period in which the losses 
are either directly written off the assets affected, or 
reserved for; 

(b) earned surplus; 

(c) capital surplus (using this term for convenience as 
including any surplus arising from other than in- 
come sources) ? 

3. To what extent would the answer to “2” vary if the 

company 

(a) has neither earned surplus nor capital surplus; 

(b) has earned surplus but no capital surplus; 

(c) has capital surplus but no earned surplus; 

(d) has some earned surplus but not in an amount equal 
to the aggregate of the abnormal losses to be writ- 
ten off or provided for? 

4. What reason, if any, can be found for a different ac- 
counting treatment of abnormal losses than of those more 
frequently or customarily experienced in business enter- 
prises? 

5. Is any different treatment called for with respect to 
potential (but not yet finally realized) losses than that ap- 
plicable to definitely sustained losses where no recovery is 
to be had? 

Loss Factors 

The more one seeks for the distinction between abnormal 
losses and normal losses (assuming that there is such a thing 
as normal losses), the more the question arises whether there 
is in fact any principle underlying such a distinction. Losses, 
as indeed also profits, in the business and financial world 
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appear to arise primarily from the operation of the law of 
supply and demand and/or from efficiency or inefficiency of 
management. Other factors may also operate in a given case, 
but usually in a lesser degree. 

Commodities, whether raw materials or finished products, 
rise in value, or fall below cost, according to the activity or 
slackness of demand for such goods. Plant values similarly 
rise above, or fall below, their original cost, according to 
whether the demand for comparable sites and the construc- 
tion and equipping of factories is increasing or falling off, 
and also—and this is especially important — whether the 
demand for the product of a given plant, or class of plants, 
is active or limited or almost nonexistent. A railroad could, 
perhaps, not be built, even at the low costs obtaining during 
a depression, at less than a given amount, but, if the traffic 
offered it even in better times —in other words demand for 
its possible transportation output — will yield a fair return 
on only a much lesser amount, the latter amount will deter- 
mine the value of the railroad. 

The factor of management interplays with that of supply 
and demand, but, at best it usually modifies its results in 
only a moderate degree. This is especially true in times like 
the present when in many industries it is almost impossible 
for the best managed concerns to “break even,” let alone 
make profits. 

A change in price level is the result of the action of the 
forces of supply and demand. A radical change in the price 
level may be ascribed to an abnormal lack of balance between 
supply and demand and the new level is reached when a 
relative balance between the two forces is attained, at least 
for the time being. 

It is understood of course that there are other important 
factors such as the fluctuation in the gold supply but such 
factors are beyond the control of management, and in a sense 
they are also interrelated with the law of supply and demand. 

The price level is never absolutely stationary, but, in 
times of normal business activity the fluctuations are rela- 
tively minor. Consequently, in such periods profits arise 
more largely from what might be termed manufacturing, mer- 
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cantile and financial service, and the factor of efficiency of 
management is likely to play a relatively larger part, strange 
as it may seem, in determining the amount of profits or loss 
—than in times when the price level is in a state of agitation. 

Losses of extraordinary amount on receivables arise in 
the final analysis from the operation of the same economic 
forces which have been referred to above as increasing or 
decreasing the values of commodities, manufacturing plants 
and tangible property generally. 


Should Abnormal Losses Be Charged to Income Account? 


Since it would appear that business and financial losses, 
both normal and abnormal, arise from the same basic factors, 
it follows that abnormal losses are to be designated as such 
largely because of their being of unusual amount, and that 
this in turn is due to unusual and adverse activity of forces 
which are operating more or less at all times, both good and 
bad. Should not, therefore, the losses occurring in any given 
period be charged to the income account of that period? This 
is generally recognized as the proper practice in the disposi- 
tion of losses on working assets, such as, bad debts, losses on 
stocks of merchandise, and losses on balances with failed 
banks. May there be any justifiable departure from this 
general rule when the losses are abnormal in amount because 
of extraordinarily violent fluctuations in the price level or 
other economic factors? Will the income account which re- 
flects the results of ordinary operations be distorted if abnor- 
mal losses are included therein? 

On the other hand, if merely the results of ordinary opera- 
tions over a period of years are reflected in the annual income 
accounts, and abnormal losses on working assets are excluded, 
are the real results of a business for the period being shown? 
A business cycle, as we have learned by bitter experience, 
consists not only of fair weather but of storms as well. Should 
not therefore both good and bad, the pleasant and the un- 
pleasant, be reflected in the income account of the year in 
which they are experienced? 

It seems desirable, however, that when abnormal losses 
can be segregated or identified, they be shown as separate 
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items in the income account so that the extent to which ab- 
normal losses are responsible for the final result shown in the 
income account may be evident. This is not always feasible, 
particularly in respect of merchandise losses. It may be 
practically impossible to state just how much of the loss on 
the sale during the period of goods included in the opening 
inventory of a period is to be ascribed: to an extraordinary 
fall in the price level as distinguished from ordinary price 
fluctuations and other normal business factors. Similarly, 
it may not be feasible to say how much of the loss on goods 
both bought and sold during the period is due to the same 
cause. 
Potential v. Realized Losses 

Is not the same principle as just indicated for realized 
losses on working assets generally applicable to the provision 
for losses accrued but not yet actually taken? Since such 
provision merely anticipates losses which are in prospect, 
should they not be treated in the same manner as realized 
losses on similar assets, that is charged to the income account? 


Should Losses on Fixed Assets Be Charged to Income or 
Surplus Account? 

Coming to fixed assets, should the same procedure be 
followed of charging abnormal losses sustained through final 
disposition of property to the income account of the year of 
disposition, or may there be justification for charging the loss 
to surplus account? The argument may be made that in the 
case of fixed assets sold at a loss, such loss may have been 
accruing over a period of years and to charge it to the income 
account of one year would distort the operating results of 
the year. Perhaps the loss on fixed assets disposed of, whether 
through sale, scrapping or abandonment, may be due in part 
to extraordinary obsolescence. Although this is a loss aris- 
ing with respect to property used in the business, neverthe- 
less in ‘ts incidence it may be considered as in effect applying 
to a period of years rather than to the one year in which it 
may have culminated. May it not therefore be claimed with 
justification that such losses should be charged to surplus 
rather than to the income account? 
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If there appears to be justification for charging to sur- 
plus, rather than to the income account, abnormal losses on 
fixed assets disposed of, it would obviously be proper to treat 
similarly those losses which represent provision for the effect 
on plant values of an extraordinary fall in the price level. 


Writing Down Plant Values to Reduce Depreciation 
Allowances 


The question is receiving wide consideration whether plant 
values should be written down to conform to the changed 
price level. One argument advanced for doing so is that 
future operations will be charged with smaller depreciation 
allowances and thus better operating results will be shown. 
At first blush this sounds like an ulterior motive which should 
be frowned upon. How can depreciation allowances be any 
less in fact merely because a book entry adjusting the book 
value of the plant has been made? 

It seems to be taken for granted that when plant accounts 
are written down in the balance sheet the depreciation to be 
charged against the income account should be computed on 
the written-down values. It is not difficult to support this 
position, but it nevertheless seems to be a departure from the 
rather generally accepted pre-depression theory. In the years 
when plant accounts were being written up to accord with the 
“permanently” increased price level, many accountants took 
the position that the income account should be charged only 
with depreciation on cost and that the depreciation on ap- 
preciation should be charged against the appraisal surplus. It 
was argued that cost could mean only cost. If those who 
took that position are consistent, should they not now argue 
that, when plant accounts are written down to a depression 
level, the income account should be charged with depreciation 
on original cost and surplus be credited with depreciation on 
the write-down? 

In a paper published in the January 1932 issue of The 
American Accountant, I expressed the opinion that, when property 
accounts are written up on the balance sheet, it would be 
desirable to charge the income account with depreciation on 
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such written-up value, on the ground that when a corpora- 
tion issues a balance sheet representing that there has been 
a definite increase in the value of plant assets used in the 
business, the corporation is obligated to maintain those values 
through depreciation charges and should be able to earn such 
charges through the sale of its products manufactured with 
such assets. I stated that this was not as yet general practice 
but I did not then expect that the theory of charging earnings 
with depreciation computed on balance sheet values rather 
than on original cost would be generally adopted so soon. 


Justification for Plant Write-downs 


The write-down, with its favorable reaction on subsequent 
depreciation allowances, can be justified on the ground that 
the excess of cost over present replacement value represents 
an accrued loss which may properly be recognized. The effect 
of a reduction in book values is the same as though a com- 
pany which has sustained heavy losses were reorganized, at 
which time it would revalue its assets and make a new start. 
Depreciation allowances for the reorganized company would 
be based on the revised property values. The heavy expenses 
of a reorganization with the formation of a new corporation, 
the transfer to it of the property of the old corporation, and 
the compliance with other legal formalities, are avoided by 
this informal reorganization—sometimes accompanied by ad- 
justment of the par or stated value of capital stock. 

It is not to be expected that, when the price level has 
dropped radically, prices can be obtained for the products of 
a plant which would include allowances for depreciation based 
on plant values higher than those currently ruling. 


Should Write-downs of Plant Values Be Charged to Earned 
or Capital Surplus? 

Were a new corporation organized at the time of a radical 
readjustment of plant values and of capital, it would begin 
operations with no earned surplus (though it might have 
capital surplus). Earned surplus of the old corporation would 
be first extinguished to whatever extent was necessary to 
absorb the write-down of property values and, if any balance 
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remained, it would become a part of the capital stock or 
capital surplus of the new company. 

When a new corporation is not formed, should the write- 
down of plant values be charged to earned surplus and only 
any excess be charged to capital surplus? Assuming that the 
fixed assets are not written down and that depreciation would 
continue to be charged in amounts based on original cost, 
such charges would naturally find their way to earned surplus. 
The writing down of the fixed assets is merely an anticipation 
of what would otherwise be a gradual write-down over a 
period of years. Does it seem sound to charge the anticipated 
write-down to capital surplus and thus relieve earned surplus 
of charges which would in ordinary course find their way 
into the latter account? 

Of course if the corporation has an appraisal surplus on 
its books created by a prior write-up of fixed assets, there 
would seem to be no doubt that a write-down of the same 
fixed assets may properly be charged against such surplus 
without distributing earned surplus. 


Adjusting Values of Investment Trust Securities 


A similar question is whether an investment trust may 
properly debit capital surplus with a write-down of its securi- 
ties from cost to present day value without first exhausting 
its earned surplus. Does it not seem fallacious to make the 
charge to capital surplus and to allow the earned surplus to 
remain intact? 

The importance claimed for the distinction between earned 
surplus and capital surplus is that the former represents un- 
distributed earnings, whereas the latter has been paid in or 
has arisen from other-non-earning sources. A company rec- 
ognizes that it is facing large losses accruing from the owner- 
ship of assets germane to its business and, instead of waiting 
for actual realization of the losses, writes them off (say, for 
the same reason that a fall in value of inventory is written 
off in advance of the loss being actually realized by sale there- 
of). Does it not give a misleading picture if the company 
represents that it still has the same earned surplus which it 
showed before the write-down? 
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If the writing off of the loss be deferred until sustained 
by sale or other disposition of the securities, the write-off 
would be charged to earned surplus. Why should there be 
any different accounting result if the writing off of the loss 
is anticipated? Further, if the write-down be charged to 
capital surplus, then when the written-down securities are 
sold, earned surplus would be debited with a smaller loss or 
credited with a larger profit than would otherwise have been 
the case, and the final effect would be that indirectly a transfer 
would have been made from capital surplus to earned surplus. 


The charging of the securities write-down against earned 
surplus to the extent thereof, and the balance of the write- 
down against capital surplus (whether or not there has been 
a reduction of capital stock with a resulting credit to capital 
surplus), and the beginning of the earned surplus anew from 
the date of such adjustment, appears to comply with the 
spirit of the following quotation from an announcement of the 
New York Stock Exchange dated April 30, 1930: 


As recognition of the importance of earnings in the evaluation 
of securities tends to be emphasized, the importance of an accurate 
segregated statement of Earned Surplus in the Balance Sheet does 
so likewise. Accounting should be adapted to the end that this ac- 
count should show at any given time the exact amount of realized 
undistributed earnings, either from date of organization, or, in the 
event of recapitalization, from some fixed stated date ... (italics 


mine). 
Source of Dividends 


A further consideration not to be overlooked is that, if 
losses have been charged to capital surplus which should 
have been charged to earned surplus, and dividends are sub- 
sequently paid and charged to earned surplus, they may not 
be from accumulated earnings of the company but are in 
fact from capital surplus and are thus a return of capital paid 
in or from other non-earning sources. When dividends are 
not in fact paid from earnings but are a return of capital — 
even though it may be legal in many states to pay dividends 
from capital surplus —are not stockholders clearly entitled 
to know the facts? 


. 


j 
} 
| 
| 


Is Distinction Between Earned and Capital Surplus Vital? 


The question of whether charges should be made against 
earned surplus or capital surplus is naturally of importance 
only if it is assumed that the distinction between earned sur- 
plus and capital surplus is of itself important. Doubts have 
recently been expressed as to the value of this distinction. 
The amount of the earned surplus is of no value as an indica- 
tion of a corporation’s earning power. In many states the 
distinction is not necessary in determining the amounts legally 
available for dividends. The amount of earned surplus may 
be important to an original stockholder as showing the net 
worth of the corporation over and above the original invest- 
ment but in the case of publicly owned corporations there 
are few such stockholders. It may be therefore that the 
eventual solution of the problem will be to combine the capital and 
earned surplus, and, in addition to including among the financial 
statements an analysis of the surplus account for the year, 
possibly accompany them with a statement of income earned 
and dividends paid over a period of years. The Packard 
Motor Car Co.’s report is an example of one in which the 
earnings and dividends are stated for a long period of years. 
Assets which have been written up from cost would of course 
be so described in the balance sheet, and the inclusion in 
the description of any asset of the amount by which it had 
been written up would give notice that the surplus account 
includes credits arising from the writing up of assets. 

The question of whether or not the distinction between 
earned and capital surplus may be discontinued can not be 
finally answered until a comprehensive study is made of the 
corporation laws of the various states to determine whether 
or not the provisions respecting the payment of dividends 
are such in any of the states as to require information to be 
available which could be best obtained by continuing to pre- 
serve the distinction between earned and capital surplus. 
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The Disposition in the Accounts 
of Abnormal Losses 


By H. BELL, C. P.A., 
of HASKINS & SELLS 


HE subject under discussion has become especially im- 

portant during the last two or three years, when about 
the only business concerns that have not had losses are said 
to be the makers of red ink; and most of the losers seem to 
think that their losses are abnormal, or extraordinary. Dis- 
cussion of the subject manifestly involves consideration also 
of the treatment of what may be called normal or ordinary 
losses, and some consideration of the treatment of certain 
gains or profits. 

First let us see what we mean by “disposition in the ac- 
counts”. When we say “the accounts” probably most of us 
mean the books, but there are many who use the term as 
meaning the financial statements which are prepared from the 
books and which may be used for credit purposes or be dis- 
tributed to investors and to the public generally. I venture to 
say that the real problem with which we are concerned is not 
so much the treatment of losses in the books as their treat- 
ment in statements. Of course it is generally desirable to 
have the books agree with the statements, but the bookkeep- 
ing is of secondary importance. We are mostly interested in 
the classification of operations and of miscellaneous losses in 
statements of income and surplus. Accordingly I shall dis- 
cuss the subject from the standpoint of the statements. 


Three Alternative Classifications 

There are three classifications into which so-called ab- 
normal or extraordinary losses may fall; namely, income, 
earned surplus, and capital surplus. Determination as to 
which one of these is affected in any case leads to considera- 
tion of their significance. I am disposed to think that entirely 
too much importance is attached to the distinctions between 
them — especially between income and earned surplus — be- 
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cause the distinctions are sometimes so nice as to be almost 
metaphysical, and after all, the only thing that really mat- 
ters, at least as far as income and earned surplus are con- 
cerned, is the amount by which the surplus is increased or 
decreased during the period before dividends. However, for 
the present at least, we must accept conditions as they are 
and make the best of them. 


What Is Net Income? 


There can be no doubt that the term “net income” is gen- 
erally recognized as having an important significance, even 
though, upon close analysis, there is considerable doubt as to 
what that significance is, or ought to be. In announcements 
of earnings made by corporations, analysts, and statisticians, 
almost invariably the amount described in the income state- 
ment as net income is taken as representing the earnings on 
the stock; for instance, when it is said that a certain com- 
pany earned $3.43 a share on its common stock, that may be 
understood as meaning that the balance of net income after 
deducting dividend requirements on the preferred stock is 
$3.43 for each share of common stock, regardless of any 
charges or credits that may have been made directly to sur- 
plus. Presumably this means that charges and credits to 
surplus are regarded as not affecting the normal earning 
power of the business, since it could not possibly be held 
that they have no effect upon the amount available for divi- 
dends. As I view the situation, our principal problem in 
connection with this whole matter of the treatment of losses 
is to arrive at an understanding of the proper significance of 
the term “net income”. 

That term has been defined by the Special Committee on 
Terminology of the American Institute of Accountants as 
“The balance remaining after deducting from the gross income 
all costs, charges, expenses and losses which have accrued 
during a given period, together with the amount of reserves 
which may have been set up”. “Gross income” is defined by 
the same committee as including “sales, rentals, interest, 
profits from the sale of capital assets and ascertained excess 
of reserves”. According to these definitions, net income 
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should embrace all profits and be charged with all losses of 
whatever nature, including profits and losses from sales of 
capital assets. This may perhaps be regarded as an ideal 
conception of the matter, at least as far as results of opera- 
tions, as distinguished from capital gains and losses, are con- 
cerned, but at all events actual practice indicates that the 
principle is not generally recognized, as to either credits or 
charges. On the contrary, the consensus of opinion seems to 
be that net income means the balance of earnings or profits 
from operations which can be regarded as indicating the nor- 
mal earning power of the business for the particular period. 


Income versus Surplus 


Now let us consider the implications of this latter concep- 
tion of the matter. The principle is frequently, perhaps 
usually, interpreted to mean that the current income — or 
profit and loss, as it is sometimes called — should not include 
charges and credits applicable to prior periods and other 
unusual items of an extraordinary character, but that such 
items should go directly to surplus. This interpretation of 
the principle has been carried to rather absurd extremes. Its 
literal observance has resulted in excluding from operations, 
and including in surplus, quite ordinary lap-over items which 
are constantly and inevitably being encountered, and it has 
also resulted in treating as extraordinary, and putting into 
surplus, many items that more properly should be regarded 
as incident to the operations of the business. The principal 
reason for doing these things, to put the matter in the most 
charitable light, is to avoid distorting comparisons of net 
income with past and future periods. 

The tendency to throw items into surplus instead of treat- 
ing them in such a way as to affect the net income increases 
in proportion to the shortness of the period for which the 
statement is made; that is to say, a statement of operations 
for as short a period as one month manifestly may be mate- 
rially, even violently, affected by unusual items which would 
not have any such appreciable effect upon the operations for 
a year. And it is easy to understand the temptation to put 
such unusual items in surplus when making up statements 
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for short periods or keeping the accounts so that such state- 
ments may be prepared. The principal objection fo the prac- 
tice lies in the fact that when it is resorted to for a short 
period it is continued for a longer period; that is to say, it is 
considered necessary to have the net income for a year equal 
the aggregate of the amounts of net income for each of the 
twelve months. 

The same principle applies to statements for a year, in 
which certain items are thrown into surplus on the ground 
that they should not be regarded as affecting the year’s op- 
erations, but when it comes to preparing an income statement 
for several years, for the purpose of showing the operations 
for a full business cycle, it is frequently necessary, in order 
properly to state the net income, to put some or all of the 
surplus charges and credits back into the operating accounts. 
This applies particularly to such over-lapping items as receiv- 
ables written off, adjustments of inventories, and taxes appli- 
cable to prior years. 

On this matter of prior-period adjustments, in my opinion 
it would be highly desirable for the accountancy profession 
to take the position that the net income for each operating 
period, be it ever so short, should reflect all adjustments aris- 
ing during that period which may be regarded as having af- 
fected the net income for any period, present or past, with the 
possible exception that where a business concern has under- 
gone a distinct change in organization or method of operation, 
adjustments affecting prior periods might be carried directly 
to surplus. If adjustments are treated as affecting income 
they can be set out separately in the income statement in such 
a way as to explain any disparities indicated by the compari- 
son of statements for different periods. 

This brings us to consideration of what transactions or 
adjustments arising during the period, other than those which 
might be said to apply to prior periods, are so extraordinary 
in character that they may be regarded as not affecting the 
net income and therefore may properly be charged or credited 
directly to surplus. In my opinion there are comparatively 
few such items. But at present we are confronted with this 
problem in perhaps its most aggravated form, because of the 
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unusually large losses that are being sustained and the natural 
desire of many of our clients to make as good a showing as 
possible notwithstanding their losses; and therefore we must 
seriously consider the various aspects of the problem and try 
to reach a logical solution. 


Two Conflicting Theories 

There are two conflicting theories as to whether certain 
losses should be charged to income or to surplus. First we 
have the theory that the net income, or the net deficit, for 
the period should be the rock-bottom figure after making all 
charges which can be regarded as related to the operations — 
and this means essentially all charges, ordinary and extraor- 
dinary, except strictly capital adjustments, because, with this 
exception, there can be no charge that is not traceable to and 
identifiable with the operations of the business. In reviewing 
the annual reports of corporations it is seldom that we see 
one where the surplus account is not cluttered up with charges 
for so-called extraordinary losses or adjustments; and in most 
cases we will make a calculation and deduct such charges 
from the net income in arriving at what we think is a proper 
statement of operating results. When we do strike a report 
where the charges directly to surplus are limited to distribu- 
tions of earnings we commend the corporation which has 
adopted such a sound policy, and are influenced in its favor. 

Then there is the other theory, under which the net income 
is considered as representing the results of operations under 
fairly normal conditions, the operations being relieved of any 
charges of relatively large amount which may arise from radi- 
cal changes in conditions which are beyond the control of the 
management. (The amount of the loss is mentioned as one 
of the considerations, not because it should affect the situation 
in the abstract but because all businesses are subject to losses 
of one kind or another and it is unlikely that in any case a 
contention will be made that a loss is so extraordinary that it 
should be charged directly to surplus unless the amount is so 
great as to have an appreciable effect upon the operations.) 
It must be admitted that there is considerable merit to this 
theory, and of the two theories it seems to be the more com- 
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monly accepted, but manifestly it is subject to grave abuses 
arising from misinterpretation as to the requisite conditions 
under which it is to be applied; in fact it is so difficult to 
apply the theory to practice, as will be demonstrated in the 
discussion of particular items to follow, that one who gives 
the matter much thought is tempted to dismiss it entirely as 
impracticable — aside from the fact that the practice results 
in excluding from income charges which should be taken into 
consideration in determining the actual results of operations 
and the “earnings per share.” 

To speak generally, perhaps the best solution of the prob- 
lem from the public accountant’s standpoint, in the absence 
of more definite and authoritative rules than we have at 
present, is for each accountant to deal with the problem in 
accordance with his own ideas as to the relative merits of the 
two theories, but always disclosing the facts clearly so that 
anyone who may have occasion to read the statement of in- 
come and surplus will know exactly what has been done. 


Losses Which Cannot Be Recovered 


Now to consider specifically some of the extraordinary 
losses in the treatment of which difficulty may be experienced. 
These will be discussed from the standpoint of what is gen- 
erally regarded as the best practice under present conditions; 
that is, from a thoroughly practical standpoint, which aims to 
steer a course midway between extremes of conflicting the- 
ories. First we have those losses which cannot be recovered. 
Instances of losses of this character are loss of cash on de- 
posit with closed banks, unusual losses from bad debts, extra- 
ordinary losses on account of claims for defective goods, and 
the like, and losses from sales of securities and plant property. 
These will be taken up in turn. 

If there is any merit at all in the theory that income may 
be relieved of charges on account of losses which are beyond 
the control of the management, it would seem to apply to a 
loss of cash owing to the failure of a depositary bank —as- 
suming, of course, that the business is not affiliated with the 
bank. On that principle, if the loss is material in relation to 
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the income it seems that there should be no objection to 
charging it directly to surplus. 


Bad Debts 


Discussion of the subject of bad debts necessarily in- 
volves consideration of provision for anticipated losses as 
well as losses which have definitely been determined. I be- 
lieve that as a general rule there can be no excuse for charg- 
ing losses on uncollectible receivables arising in the ordinary 
course of business directly to surplus; the income account 
has received credit for the profit on the sale or service, and 
it is generally recognized that any business is subject to the 
risk of credit losses, and that such losses are usually not de- 
termined until some time after the accounts have been created. 
The only exception I would make to this rule, under ordinary 
conditions, is at the inception of a new regime, where there 
is a general housecleaning of the accounts and it is found 
that there is a large amount of bad debts which have accu- 
mulated over a considerable period, in which case there should 
be no objection to charging surplus with the amount appli- 
cable to prior periods. In short, I believe that under reason- 
ably normal conditions losses on receivables cannot be re- 
garded as so extraordinary as to warrant charging them to 
surplus, and it is very seldom that conditions are so abnormal 
as to justify the practice. However, there may possibly be 
cases which should be recognized as exceptions, in that they 
have been unusually affected by calamitous conditions such 
as cxist at present in certain lines, where good business judg- 
ment in granting credits has been nullified by the effect of 
general economic conditions, in such cases permitting some 
part of the losses sustained, and of provision for expected 
losses, to be charged directly to surplus. In doubtful cases 
it is better to have a reserve for losses created out of surplus 
than not have an adequate reserve. In any case the amount 
charged to surplus should be limited to the excess of the 
losses in the period (including the amount reserved) over a 
reasonable percentage of losses under fairly normal condi- 
tions, and also to the absolute loss, over and above the amount 
previously taken into income when the receivables were 
created. 
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Claims for Defective Goods 


As to so-called extraordinary losses on claims for defec- 
tive goods and the like: I find it impossible to recognize any 
valid reason for charging such losses to surplus unless the 
conditions are exceedingly unusual. We frequently are told 
that certain losses of this character should not be charged. 
against income because they are non-recurring. Such an ar- 
gument is utterly fallacious, because by and large there is no 
such thing as a non-recurring charge of this character; to be 
sure, there may not be another loss exactly like it, but there 
will be others that have not been experienced before. Gener- 
ally speaking, it would be just as sensible to credit the sales 
account with the regular selling price of defective goods sold 
at a loss, and charge the loss against surplus at the time, as 
it would be to charge surplus with claims on account of de- 
fective goods that were sold some time in the past. The only 
exception I would recognize would. be where there are very 
large claims arising from the sale of a class of goods which 
has definitely been discontinued; and even then, income 
should be charged with any profit that was taken at the time 
of the sale. 


Losses from Sales of Securities 


As to losses from sales of securities, a great deal depends 
upon what the securities are and why they were held. If the 
concern deals in securities there can be no doubt that any 
losses ought to be considered as charges against the current 
income. If the securities were held as temporary investments 
of idle funds, as a rule I think the position should be taken 
that investments of that character are made with a full knowl- 
edge that there may be a decline in their market value, and 
the risk of such decline is taken in consideration of the in- 
creased income yield over that of cash on deposit, and, there- 
fore, that the loss is not extraordinary, but on the contrary is 
a normal incident of the business, and should be charged 
against income. However, there may be exceptions, where 
the securities have been held for some time and there is a 
large loss due to a violent decline in market values, and the 
loss may therefore be regarded as chargeable to surplus. 
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These exceptions, in my opinion, should be rare. If the 
securities constitute practically permanent investments, they 
are in the same general category as plant property. I shall 
therefore discuss losses on sales of permanent investments 
and plant property together. 


Losses from Sales of Fixed Assets 


It is generally considered proper to charge losses on sales 
of fixed assets directly to surplus. I think, however, that 
there should be some exception to this. Frequently—perhaps 
usually—the only reason why there is a loss on the sale of 
plant property is that the property has not been sufficiently 
depreciated. Now there are two elements of, or reasons for, 
depreciation in addition to ordinary wear and tear; namely, 
inadequacy and obsolescence. Current operating expenses 
are supposed to absorb the cost of wear and tear of plant 
facilities, but there is no one who can possibly foresee the 
losses that may be encountered because of inadequacy and 
obsolescence—especially the latter—even if the provision for 
depreciation is intended to cover those contingencies. If a 
machine, for example, is retired from service merely because 
it is worn out, and there is still some part of the original cost 
which has not been amortized through depreciation charges, 
there seems to be no valid reason for charging the remainder 
of the book value against surplus; but if it is retired because 
it has become obsolete it seems proper to write off the re- 
maining book value against surplus. The most practical 
solution of such difficulties appears to lie in charging against 
current income all losses on ordinary retirements and charging 
against surplus losses on retirements of major units of 
property. 

The only theory I have ever heard of under which all 
losses on fixed assets—comprising plant property, permanent 
investments in securities, patents, and the like—are considered 
chargeable against surplus instead of against income is that 
such assets are capital assets and not working assets. I am 
unable to recognize the logic of this distinction. As a matter 
of fact, any loss in value of so-called capital assets must be 
replaced out of earnings, or from an additional capital con- 
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tribution made by the owners of the business, or else must be 
definitely recognized as a loss of part of the original capital. 
Thus, from a practical standpoint, there are two alternatives 
as to charging losses on fixed assets: they are to be charged 
against earnings or against capital surplus—the latter in cases 
of related assessments against or donations by the owners of 
the business and of reductions of the stated value of the 
capital originally invested by them. The losses should be 
regarded as chargeable against earnings unless definite and 
formal action is taken whereby they are treated as losses of 
capital and therefore chargeable against capital surplus. If 
they are to be regarded as charges against earnings—as is 
usually the case—in my opinion. the only justification for 
charging them to surplus, as distinguished from current in- 
come, would arise from the fact that they are extraordinary 
and outside of the control of the management, and are so 
large as to distort the operations if charged against income, 
precisely as in the case of other assets that I have mentioned, 
and not the fact that they are capital assets. 


Unrealized Losses on Current Assets 


Now we come to a class of losses representing shrinkage 
in values of current assets which may possibly be offset by 
later appreciation. This concerns principally inventories, 
temporary investments in securities, and net current assets in 
foreign countries where the currency value in terms of dollars 
has declined. It is axiomatic that current assets should be 
valued as nearly as practicable at the amount at which they 
can be realized. The only question there can be is whether 
any anticipated losses, representing the write-down of the as- 
sets to current realizable value, should be regarded as so extra- 
ordinary as to warrant charging them directly to surplus. 

It seems to me that the only possible justification for charg- 
ing anticipated losses to surplus would be that there has 
been a violent decline in the values of the assets because of 
some general development which is distinctly beyond the con- 
trol of the management. If this condition exists, so that the 
anticipated losses seem properly to be chargeable directly to 
surplus, then consideration should be given to the probability 
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of a fairly early upturn in the market whereby the losses 
will not actually be realized; and if recovery seems probable 
it is better to charge income unless the loss is so great as 
manifestly to distort the current income. If surplus is charged 
and there is recovery in the succeeding period, through sale 
or otherwise, adjustment should then be made whereby sur- 
plus is credited and current income charged with the amount 
of unrealized loss which previously was charged to surplus. 


Inventories 

In the case of inventories, it seems to me unsound gen- 
erally to charge any write-down to market against surplus 
except possibly in a rare case where there has been a rapid 
decline in values to an apparently fairly permanent new price- 
level. During the last two or three years many companies 
which have shown losses could have reported fair amounts 
of net income if they had charged declines in values of in- 
ventories against surplus, but in my opinion there has been 
no justification for doing so. 


Securities 

As to anticipated losses on securities held as temporary 
investments, the same principal applies as in the case of de- 
cline in value of inventories and in the case of loss from sale 
of such securities, as previously stated; that is, income should 
be charged with the loss unless there has been an exceedingly 
violent general decline in security values. If surplus is 
charged, it should be credited in the event of recovery of the 
loss — or rather, non-realization of the loss—through sale 
of the securities. 

Foreign Exchange 

As to decline in value of net current assets held in foreign 
countries: I am in agreement with the pronouncement made 
by the Special Committee on Accounting Procedure of the 
American Institute of Accountants, published in the Bulletin 
of the Institute of December 15, 1931, from which the follow- 
ing is quoted: 


_ _“A loss arising through a fall in foreign exchange is a risk 
incidental to foreign business, and should be a charge to operat- 
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ing accounts and not a charge to surplus; however in such a year 
as the present (1931) the item will be a substantial one in many 
cases and may be stated separately in the published accounts 
of a business, if so desired. All businesses engaged in foreign 
trade have what may be considered normal exchange differences 
which would properly be included under the ordinary captions. 
It is probably impossible to formulate an absolute general rule 
to cover the determination of the amount of special loss on 
foreign exchange during such financial periods as are now closing. 

“Where a loss could be considered as occurring to a large 
extent within two or three days through the country in which 
business is being conducted suspending or abandoning the gold 
standard, a fair measure of the loss might be taken by calculating 
the fall in the dollar equivalent on the net current assets carried 
in such depreciated currency, as outlined above. In other cases, 
the special loss may fairly be determined by a similar calculation 
at the end of the fiscal period, but in this case an adjustment 
may be desirable if remittances from currency to dollars have 
been markedly below or in excess of the normal operations sub- 
sequent to such fall in exchange. 

“Where a definite loss could not be established, a figure 
based on the average expense which has been incurred through 
exchange during recent periods might be considered as a fair 
charge to usual or normal operations, and the remainder of the 
loss on exchange for the entire financial period treated as the 
special loss.” 


Notwithstanding this pronouncement, many reports of cor- 
porations for the year 1931, containing statements certified by 
reputable accountants, show that provision for unrealized loss 
on net assets located in foreign countries was charged against 
surplus, This is an indication of quite general recognition of 
the principle that a violent decline in values from an un- 
controllable cause may properly be charged directly to surplus. 
If such anticipated losses are charged to surplus, any re- 
covery in the exchange rate whereby the losses are not actu- 
ally realized should be credited to surplus, and not to current 
income. On the other hand, if current income is charged 
with the losses it should receive the credit for any recovery 
in value. 


Unrealized Losses on Fixed Assets “ 


This brings us to our last general subject: unrealized 
losses in values of fixed assets. There has been considerable 
agitation regarding the writing down of property values, 
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principally for the purpose of avoiding excessive depreciation 
charges. I am in sympathy with this movement up to a 
certain point, but not to such a point that the property assets 
will be materially understated. Physical properties which 
are not in use and are permanently unusable may, in my 
opinion, properly be written down to their estimated sale 
value. Physical properties which are in use or are useful in 
the business, regardless of present degree of utilization, may 
be written down to an amount not lower, or at least not sub- 
stantially lower, than their appraised replacement value less 
accrued depreciation based thereon; that is, to present sound 
value. Good-will, patents, copyrights, leaseholds, and other 
intangible assets may be written down to a carefully con- 
sidered estimate of their present value, based upon their 
present and prospective earning power. For this purpose, 
good-will would include that part of the book value of stock 
of a subsidiary which represents premium paid for the stock 
and which would be treated as good-will in the preparation 
of a consolidated balance sheet; that is, the excess of the cost 
of the stock over the value of the net assets of the subsidiary 
at the date of acquisition. 

Manifestly, any such write-down of fixed assets of a cor- 
poration should be passed upon by the Board of Directors at 
least, and no doubt in some cases by the stockholders. 


Where Should the Write-down Be Charged? 


The question then arises as to where the write-down should 
be charged. It should not, in my opinion, be charged against 
current income because it is to be regarded as a major re- 
adjustment which does not affect current operations. It should 
therefore be charged against surplus, and may, I believe, 
properly be charged against a capital surplus if the company 
so desires and takes formal action to that effect, notwith- 
standing that such action may result in reducing the charges 
against future income and earned surplus for depreciation, 
thus possibly increasing the surplus available for dividends. 
In taking this position I am fully aware of the fact that it is 
a logical corollary that when property is written up by a 
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credit to capital surplus—the exact opposite of what is being 
proposed at this time— the entire amount of depreciation 
on the increased book value should be charged to operations 
(earned surplus). 

If it be accepted that charges for certain realized and un- 
realized losses on fixed assets may be made against capital surplus, 
the question then arises as to what kind of capital surplus may 
thus be charged. It seems to me that any kind may be utilized. 
Obviously, a capital surplus arising from appreciation of the 
same property or different property might be used, and there 
is no doubt in my mind concerning the propriety of using do- 
nated surplus or surplus arising from reduction of the stated 
capital of a corporation or from an excess of paid-in capital 
over a value arbitrarily assigned to no-par-value stock. The 
principal point to be borne in mind in connection with writing 
down property values is that the company is recognizing a 
major readjustment to new price-levels and trying to put it- 
self in a position where it can make profits in the future with- 
out going through a legal reorganization, possibly involving 
a sale of the business to a new corporation, with its attendant 
difficulty and expense. It seems to me that it is a thoroughly 
sound move in the right direction which we as accountants 
ought generally to encourage rather than oppose. The point 
has been raised that if the business were sold to a new cor- 
poration for the purpose of reducing the capital and the prop- 
erty values, the new corporation would have no earned sur- 
plus with which to pay dividends, and therefore the earned 
surplus should always be exhausted in writing down property 
before charging capital surplus. It seems to me that that is 
a matter of business policy which the corporation may deal 
with as it sees fit, and that no stockholder will be injured if 
he is told the facts. 


Depreciation on Idle Facilities 


While on this subject of property and depreciation, it may 
not be amiss to extend the general discussion beyond its: lit- 
eral scope and touch for a moment on the related subject of 
depreciation on idle facilities. The idea is frequently advanced 
these days that depreciation on idle plant may properly be 
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charged against surplus instead of income. In my opinion the 
proposition is unsound. As I stated a moment ago, property 
may be written down to a reduced valuation and depreciation 
taken on that basis. But, whether or not the property is writ- 
ten down, all the depreciation necessary to amortize its book 
value over its expected life should be charged against opera- 
tions, because depreciation is an ordinary and necessary ex- 
pense of the business. 
Conclusion 

Everything that has been said concerning charges to in- 
come, earned surplus, and capital surplus applies equally, in 
principle, to credits. In other words, if we take the position 
that charges of a certain character have to be made against 
income, we ought to be consistent and treat similar credits in 
the same way. For instance, if the surplus is kept free from 
charges for prior-period adjustments and extraordinary losses, 
income may properly be credited with all realized profits 
attributable to operations and adjustments of unrealized losses 
previously taken (it being understood that all important items 
will be disclosed) ; and if, on the other hand, surplus is charged 
with losses because they are extraordinary, any extraordinary 
credits should go directly to surplus. If accounting theory 
and practice have not developed to the point that we can 
have absolutely uniform treatment for all business concerns, 
at least we can, and should, be consistent in the treatment of 
items for any one concern. 

I have attempted in the foregoing to state the best account- 
ing practice in the treatment of losses under present condi- 
tions. It is obvious that these conditions are exceedingly 
unsatisfactory. As I have previously stated, I am in favor of 
simplification of theory and practice whereby “net income”’— 
or some other term that may be adopted—will always be 
understood to denote the final result of operations, after cred- 
iting all profits and charging all losses which can be regarded 
as affecting the operations, any extraordinary credits and 
charges being clearly set forth in the income statement as 
such, so that no one can be misled. In no other way, it seems 
to me, can we obviate the ambiguities and inconsistencies 
which inevitably result from the present lack of uniformity. 
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Objects of the Society 


“To cultivate, promote and disseminate knowledge and infor- 
mation concerning accountancy and subjects related thereto; to 
establish and maintain high standards of integrity, honor and 
character among certified public accountants; to furnish infor- 
mation regarding accountancy and the practice and methods 
thereof to its members, and to other persons interested therein, 
and to the general public; to protect the interests of its members 
and of the general public with respect to the practice of ac- 
countancy ; to promote reforms in the law; to provide lectures, 
and to cause the publication of articles, relating to accountancy 
and the practice and methods thereof; to correspond and hold 
relations with other organizations of accountants, both within 
and without the United States of America; to establish and 
maintain a library, and reading rooms, meeting rooms and sovial 
rooms for the use of its members; to promote social intercourse 
among its own members and between its own members and the 
members of other organizations of accountants and other persons 
interested in accountancy or related subjects; and to do any and 
all things which shall be lawful and appropriate in furtherance 
of any of the purposes hereinbefore expressed.” 


—From the Certificate of Incorporation. 
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